THE PREMIUM MOVIE PARTNERSHIP – 
COMMENTS ON

SCREEN AUSTRALIA

TERMS OF TRADE (DECEMBER 2008)

A.
SCREEN AUSTRALIA CALL FOR COMMENTS
The Premium Movie Partnership (PMP), trading as “Showtime”, thanks Screen Australia for the opportunity to make comments on the Screen Australia Terms of Trade (December 2008) (Terms of Trade).
PMP would welcome the opportunity to provide further comments or to provide clarification or expansion on any of the comments made in this document.
B.
BACKGROUND – 

THE PREMIUM MOVIE PARTNERSHIP
The Premium Movie Partnership owns and operates the premium Subscription Television movie channels Showtime, Showtime 2, showcase, and Showtime Greats.  The channels are distributed on the FOXTEL, AUSTAR, and OPTUS platforms.  The channels are made up of new release and library feature films, original tv drama series’ and theatrical documentaries, as well as locally produced news and review programmes.  The PMP channels have a reach of over 2 million viewers each week.
PMP was established in 1995 and is an Australian registered partnership with its head office located at The Entertainment Quarter in Sydney.  PMP is jointly owned by 20th Century Fox, NBC Universal, Paramount Pictures, Sony Pictures and Liberty Media.

BACKGROUND – 
PMP’S CONTRIBUTION TO THE AUSTRALIAN FEATURE FILM & TV DRAMA INDUSTRY

Since inception in 1995, PMP has played a significant role in the investment in, and development of, Australian film.  Since 1995, PMP has been the largest consistent private supporter of the Australian feature film industry.  PMP is now establishing a significant and unique presence in the commissioning of high-end Australian television series drama.

To date, PMP has contributed in excess of A$60 million towards the Australian feature film and tv industry by way of equity investment, cashflowed pre-license fees, and licensing.  PMP’s first investment in Australian films was The Boys in 1998.  Since then PMP has invested in, and supported into production, over 90 Australian feature films and four tv drama series.  The total investment to 30 June 2008 is A$43.3 million.

The overwhelming majority of PMP’s support has been directed to the independent production sector, and has contributed to the steady flow of feature film, and now tv drama, product crucial to the commercial viability and cultural vibrancy of the local industry.

PMP’s INVOLVEMENT WITH THE PRODUCER OFFSET

PMP is involved in the following feature films that are making use of the new Producer Offset arrangements (title and producer):

· Balibo – John Maynard
· My Year Without Sex – Bridget Ikin
· Beautiful Kate – Bryan Brown, Leah Churchill Brown

· Charlie & Boots – Dean Murphy, Shana Levine, David Redmond

· Animal Kingdom – Liz Watts

PMP is involved in the following tv series dramas that are making use of the new Producer Offset arrangements (title and producer):

· Satisfaction (Series 2) – Roger Simpson, Andy Walker
· Tangle – John Edwards / Southern Star Entertainment Pty Limited.
BACKGROUND – 
PMP’s EXPANSION INTO ORIGINAL COMMISSION TV DRAMA

PMP has expanded its production investment and pre-licensing activities into original commission high-end tv drama series.

PMP commissioned the third season of Love My Way – 8 by 1 hour episodes with a budget of A$[confidential] million (100% funded by PMP and AUSTAR), and licensed Seasons 1 and 2.  PMP has also commissioned (and 100% funded) the original tv series titled Satisfaction (10 by 1 hour drama series) with a budget of approximately A$[confidential] million, and Satisfaction (Series 2) (10 by 1 hour drama series) with a production budget of A$[confidential] million (100% funded by PMP).  PMP has also recently commissioned the new drama entitled Tangle from Southern Star/John Edwards (the makers of The Secret Life of Us and Love My Way) with a production budget of A$[confidential] million (near 100% funded by PMP and AUSTAR).

All of these programmes have attracted significant domestic attention and viewer acclaim; and substantial international interest – realised in terms of commercial activity and audience numbers.

PMP’s productions have been, and will continue to be, high-end in terms of budget, production values and concept.  This is an ongoing commitment on PMP’s part.

C.
SPECIFIC COMMENTS
PMP makes the following comments in relation to specific points in the Terms of Trade (in order of appearance and not order of significance).

1.6 
How much ‘Australian content’ must a project have in order to attract Screen Australia production investment?

PMP notes the last paragraph that states:  “Television projects must also be quota-eligible programs in relation to commercial broadcasters' compliance with the Australian Content Standard, as detailed on the ACMA website.”.
PMP comments that this should not mean that Subscription TV is excluded, nor, that Subscription TV be required to meet the requirements in relation to commercial broadcasters’ compliance.
2.1 
What development investment does Screen Australia provide?

PMP notes the statement that:  “Screen Australia provides investment to assist with the development of screen businesses and project slates; feature film and documentary projects; talent; and innovative ideas and projects that benefit Australia’s screen industries.”.
PMP comments that tv series drama (or “mini-series” as defined by Screen Australia) should not be excluded from access to development investment.
3.2. 
How much will Screen Australia invest?
In relation to the categories of Feature Film and TV drama (Offset), PMP comments that the discrepancy in the levels of total funding (75% v 40%) is artificial and illogical, and will not necessarily assist in creating a more successful and sustainable screen industry.
3.10. 
Does Screen Australia require the producer to have equity in the production?
PMP comments that the Terms of Trade demonstrate a necessary level of flexibility.  PMP would be concerned, however, if the stated areas of preference were to become default positions.

PMP notes the statement that “In the case of ‘Offset projects’ (see Glossary), Screen Australia would expect the producer to make a contribution toward the costs of the production not less than the value of the Offset (or that part of the Producer Offset that is able to be cashflowed), and have a financial interest in the production, whether by way of equity or some other interest commensurate to the value of the Producer Offset.”.
PMP notes Screen Australia’s statement of expectation.  However, does not necessarily accept the proposition that a contribution by a producer to the financing of a project by way of a cashflowed loan of the Offset (without any account of the source and cost (if any) of the loan), which is repaid as a loan from a quarantined stream (being the Offset payment), should be accorded equity status or interest that is in direct proportion linked to the quantum of an such Offset loan.
Another implication of according a producer a notional position, without consideration of a project’s overall funding matrix, is that such might delay the opportunity for other non-Offset equity participants to recoup and, ultimately, reach profit positions.

3.11. 
What recoupment entitlement does Screen Australia require?

PMP notes the following statement:  “Once all equity investment is repaid, Screen Australia prefers that further revenue be shared between the producer and investors on a 50/50 basis. (If the producer is also an investor, the producer will also share in the investor’s share of further revenue on a pro rata and pari passu basis with other investors.)”.
While noting that Screen Australia’s position is one of preference, PMP does not necessarily accept the proposition that the producer be entitled to share in post-equity recoupment revenue on a 50:50 basis with private investors that have contributed “at risk” money.  Such a model reduces the incentive to private equity to provide finance – as it denies such money the opportunity to make full potential advantage of the money that has been risked and merely provides a 50% return on the risk.
This commercial inequality is exacerbated when combined with the status to be accorded a cashflowed Offset loan.  On the Screen Australia theoretical assumption of a 35% contribution by the producer and corresponding apportionment of interest, this would deliver the producer 67.5% of the potential profit from a project – leaving the other investors a mere 32.5% to share.  Considered in the light of the loss of 10B and 10BA tax provisions, and other Screen Australia requirements and conditions to funding, this will not encourage the flow of current or increased levels of private sector financing to the industry.
PMP further comments that the according of an automatic 50% post recoupment position to the producer is an anachronism carried forward from the previous financing environment (one that did not include the Offset and provided private equity with the benefit of the 10B and 10BA tax provisions).

3.12. Will Screen Australia subordinate its recoupment entitlement to other equity investors?

PMP notes the statement that:  “Generally, Screen Australia will not subordinate its recoupment right to other equity investors. Screen Australia expects to participate in gross receipts pro rata and pari passu with other equity investors. The recoupment structure for a project will be determined on a case-by-case basis taking into account Screen Australia investment and the investment of others, both equity and non equity investors.”.
While PMP would not attempt to dictate how Screen Australia would expect its recoupment to be structured, PMP notes the implication that there would be instances where subordination of Screen Australia’s recoupment position would serve the aims of the organisation and relevant government policy and legislation.
3.13. 
What recoupment entitlements does Screen Australia expect the producer to have? 

PMP notes the statement that:  “It is Screen Australia’s preference that all producers have a recoupment entitlement of 35%, ranking equally with other equity investors. If the producer’s equity investment in the production is insufficient to give the producer a 35% recoupment entitlement and other equity investors are unwilling to defer any part of their recoupment entitlement to the benefit of the producer, Screen Australia will defer part of its recoupment entitlement to the benefit of the producer until the producer has a 35% recoupment entitlement (to the extent Screen Australia is able to do so).”.
PMP comments that the entitlement appears to be in relation to profit and not recoupment of equity investment.

PMP repeats its comments in relation to the status accorded to a producer on the basis of a cashflowed Offset loan that is repaid as a loan.  PMP adds that giving a producer an entitlement by way of a corridor against Screen Australia’s entitlement does not eliminate the distorting effect upon private “at risk” equity of giving the producer such a position.
PMP notes the statement that:  “In relation to Offset projects (see glossary), the 35% recoupment entitlement will be calculated as if the total value of the Producer Offset is contributed toward the production budget and the producer has an equity in the production equal to the value of the Producer Offset.”.
PMP repeats its comments in relation to the status accorded to a cashflowed Offset loan that is repaid as a loan.  Further, and in relation to the above statement, PMP does not accept the commercial rationale for according a producer with an advanced revenue entitlement or share.  Again, it is a diversion or deferral of potential funds from private equity that will not serve to attract existing or increased levels of private equity funding.

D.
FURTHER OBSERVATIONS ON PRODUCTION FINANCING - 
RECOUPMENT
PMP repeats comments made in its comments dated 14 November 2008, on the Screen Australia Draft Program Guidelines (January to June 2009), by way of expansion on the points made in these comments in relation to the treatment of the Offset.  Following:
“PMP states that it does not wish or intend to direct the manner in which Screen Australia requires its funds to be recouped.  PMP does make the comment that Screen Australia should avoid imposing recoupment structures that distort the market and therefore make it unattractive for private equity to become involved in financing.  This is especially critical during this period that immediately follows the loss of 10B and 10BA ITAA provisions.

Based on recent feature projects where both PMP and Screen Australia are investors, PMP would point to the following.

PMP notes that Screen Australia has allowed producers, who are cashflowing a third party loan (against the Producer Offset) into a production budget of that feature film to be accorded a corresponding proportion of the copyright in the feature film (PMP makes no per se comment on this as part of this point).  Further, that the financing structure approved by Screen Australia involves the following further elements:

(1) that the Producer Offset, when paid, flows directly to the discharging of the third party loan;  and,

(2) that the producer is accorded a notional 50% of the copyright and profit position.

PMP’s comments are as follows:

With respect to point (1) above – the producer’s third party loan is discharged by a segregated and discreet pool of money (the Producer Offset), whereas the private equity is left to recoup from proceeds that flow down from gross receipts.  The treatment of the “recovery” of the producer money and private money is not equitable.  Such treatment has the effective result of giving the producer a corridor against private equity (and thereby delaying private equity’s timing and ability to recoup).

PMP’s comment is that either the producer’s cashflowed third party loan against the Producer Offset is treated as a loan (and therefore not given a corresponding equity position), or, if it is to be given equity status, then such should not delay recoupment by private equity.  This could be achieved by either putting 100% of the Producer Offset into gross receipts (and thereby all investors sharing the same risk), or, the effect of the corridor against private equity being separately catered for.

With respect to point (2) above – under a practice that appears to continue from The Film Finance Corporation, the producer is given a 50% share of copyright and profit.  This was a policy formulated and applied at a time that did not include the Producer Offset but did provide private equity with 10B and 10BA tax provisions.  On its own, and in conjunction with point (1) above, the result is a large disadvantage, and disincentive, to private equity.

PMP’s comment is that the above, while being an arrangement that may facilitate the producer gaining a particular position and Screen Australia satisfying certain policy objectives, does not attract or encourage private equity to feature film and tv series drama production financing.

Expansion on the above points

Private investment funding, which was difficult to attract prior to the introduction of the Producer Offset, will, in PMP’s opinion, be even more difficult to attract.  PMP’s comment is that this is being compounded by Screen Australia’s structuring and recoupment requirements.

Prior to the Producer Offset, the deals that PMP were involved in conformed to the following general principles:

· DEBT was retired before equity, and debt holders had no claim against equity;

· EQUITY was recouped pro rata and pari passu amongst investors;

· potential profits were shared 50:50 between a producer and the “remainder” investors;

· equity holders received a 100% tax deduction in the year of investment under 10BA.

The principles, as experienced in the recent feature film projects (referred to above) now mean:

· DEBT (gap financing of the Producer Offset) is retired before equity, but the producer now has a notional equity claim in proportion to the Producer Offset amount;

· EQUITY is recouped with the producer now receiving a “notional equity stake” (being the quantum of the Producer Offset).  This means more gross receipts are required before private equity is recouped;

· potential profits are now shared 67:33 to the producer and private equity.  The 67% being 35% Producer Offset of notional equity plus the remaining 65% equity;

· tax deduction to private equity over a 5 year period.

In conclusion, the current Screen Australia financing models experienced by PMP to date put private equity into a worse position than before.  PMP’s opinion is that this is detrimental to the stated policy objectives in relation to the feature film and television drama industry.”
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